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PHASE II REPORT
ELIGIBLE REFINER OIL RIK PROGRAM

BRarkoround

Tn June 1996 the Royalty Policy Committee recommended that the
Minerals Management Service (MMS) review the oil Royalty-in-Kind
program (RIK) stating that “The current methed of administering
the Pederal oil RIK program is time ceonsuming and burdensome on
producers, small refiners and MMS.” In response to both that
recommendation and internal management heeds, MMS formed a team
to study ways to improve the program. An MMS internal report,
issued in Septemper 1997 entitled “Cil RIK Value and Volume
Reporting Recommendations,” addressed the results and

recununendations of the first phase of tho study. The report
recommended a pilot effort to evaluate various options for
improving RIK wvaluation, delivery, and reporting.

El=n, during the first phase of the study, we identified a number
of other existing RIK processes holding promise for improvement
and streamlining. We selected three such processes for
evaluazicn in a second study phase:

—- +fe Zik Derermination of Need process,

-- tne methodology used to determine RIK administrative fees, and
the use of Payor Selling Arrangements in the monihly RIE

InVoloin process.

DETERMINATION QF NEED

Authority

Reguiatory language geovernang the Determination of Need process
vg fouond at 30 CFR 20B.4(a). “The Secretary may (emphasis added)
evaluate ~rude oil market conditions from tame te time. The

ava.vation will include, among other things, the availability of
~rude oil and the crude oil requirements of the Federal
Covernment, primarily those reguirements concerning matters of
nationa. -nterest and defense. The Secretary will review these
ctems and will determine whether eligible refiners have access to
adegquarte supplies of crude o1l and whether such o0il is avellable
to o eligiple refiners at equ1 able prices. Such determinations

e - [ . L2 o] S e
hay De made on a LCULUHGJ Lasis. The determinatison by the

Yecretary shall be published in the FEDERAL REGISTER concurrent
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General Accounting Office (GAQ) Report of 1985

It is important to note that the regulatory language establishecs
only a discretionary action in conducting a Determination ot Need
=3 opposed to establishing a Secretarial mandate. This point was
atfirmed in the only external oversight evaludtloun perlormed on
the RIK program. In 1985 the GAC issued 1ts report on the RIK
progran and noied that governing statutes {(i.&., the Cuter

Continental Shelf Lands Act of 1953 (OCSLA), and the Mineral

------ - A 10 : .
Leasing Act of 1220 (MLA) do not cstablish geither gspecific action

or criteria for conducting a Determination of Need. The report
conceded that key terms like “sufficient,” “adegquate.” and
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“equitable” were left undefined, essentially leaving it to the
Secrerary to make these interpretations.’

The 1985 GAC report also affirmed the propriety of “regional”
determinations in the context cf onshore RIK sales. In other

words, there was nothing in the law that precluded the Secretary
from conducting a sale in the Western United States 1f he
pelieved that the situation in that geographic region warranted a

i
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Even Lbough the GCSLA and HLR defing the intended program
menafioiaries differently’--i.e., recipients of OCS royalty oll
musL b Yomoll” refiners (me: the Small Business Administration

i [ .
(583 definition) who lack access to adequate supplies of crude
:_1 AT fair market prices, while onshore recipients must be
“:ndependent” reflners hav1ng difficulty obtaining sufficient

swocks . The open market--the GAQ found that the Secretary
neverrneiess had made the required determinations by saying that
“smz. ) refiners as a class”® continue to have difficulty getting

: supplies of reascnably priced crude to run their
rstonaries,  GAQ acknowledged the difficulty of developing and

242 Report to the Chairman, Subcommittee on COversight and
Trveet  zataions, Committee of Energy and Commerce, House of
Hervessnuatives, “Reasons and Current Qutlook for the 3ale of
Fegerz. Royalty 01l to Small and Independent Refiners,” GAO-RCED-
TI-l %, August 26, 1985,

“itnid., tChapter £, p. 2.
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"l1bid., Chapter 2, p. 10.



documenting marketplace conditicns satisfying the different legal
criteria.®

When further pressed for the rationale behind the 1983 sales, the
then Oirecter, MMS, stated that it was Interior’s belief that
Congress intended to use the royalty oil program as "an
underpinning for a viable independent refining industry.” W
That as the overriding legislailve mandate, nNe concludsd tha
“Constancy of supply and reascnable price are the criteria,
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in past practice, the Determination of Need process has, with one
notable exception, been largely an informal process reacting
primarily to expressions of interest from small refiners not
already participating in the program as well as indications from
participating refiners of their continued interest in the
Drogram. (In the past, we have also received formal expressions
of incerest from Congressmen on behalf of their refiner
constituents--inguiries that we have also factored into the
geclsionmaking process.)

Th.s clearly was the process employed prior to the RIK sales held
sy iGf:, 1087, and 1884, Theo one notable exception was 2
Deormination of Need conducted in 1997 where a structured,

ek in svaloating the extent to which
rofinore had access to adequate supplies of crude oll at
sguitable prices. Even the determination conducted in 19%2 had
some guesiionabple factors associated with it because there were
quest cons apout the need for program continuance in the context
27 dircnrsned interest by the small refiner community.

Refiner Tnput

AT part of our analysis of Determindilun ol Need, We 50licited
:nput irorm several RIK refiners currently participating in the
progian.  Eey o dlewms of fssdiback, which we received at a special

meec1ng on December 4, 1997, 1include:

&z tne caveat that MMS should not construe dwindling program

~ar-y-i1parion as reflecrive of lack of need or interest in
e program--several facteors, including the ongeoing risk of
Ty Mhantar 2 ™ 14
e b e wd ® T b b o e e --r | il - .

Ibid.., Appendix IV.



retreoactive price adjustments, declining RIK production
volumes, etc., have forced many companies to terminate thelr
contracts, but they strongly feel that lack of need is pot

among those factors;

bh) MMS should maintain the program because there 1s no wwsi
or revenue risk to the Federal Govermment--i.¢., the program
is wholly funded by partilcipants through the aaministrative
fee, and revenues equal what is realized through in-value
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z) while MMS may make a reasonable and logical attempt to
incorporate marketplace trends and indices into a
Determination of Need analysis, the bottom line 1s that
general economic trends cannot reliably confirm or deny an
individual refiner’s needs; and

d) using the Federal Register as a means of notifying the
public of the need te do a determination will fregquently not
reach the “target audience” of eligible small refiners who
generally ilave neiihel Lhe acesas Lw such notices oF tho
legal review capability typical of the major, integrated

CLIIpanlies.

We consloded That a nrasacrive, arrucrured, and documented
mechodclogy should be established for conducting future
dererminations.  The key clements of the proposed process, with
sonsiderat.on given to the above refiner feedback, include:

T

T Issue a2 Federal Register Notice announcing MM3 1is
seeking input from eligible refiners as part of a
Determination of Need,. Specirfic 1ntormation soughnt 1in

the Reguest for Information would include: location of

"o . : [ [ e o L A, 1 —
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type of crude desired (e.g., Wyoming Sweet); ability to

e im TAanA_tarm comemly AF Aaedrard ~roAde fwith
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supporting documentaiiovn such as “denial” by major
supplier); ahility =n AFRtain fdAeeired crude at fair
market prices (wi:th supporting documentation that
desired oil was not eguitably priced for the area or

region in guesticn); percentage of total refining
capacity attibutable to Federal oil versus other
sources; “normal’” capdcity in barrels, and what

percentage that 13 of “total” capacity: “operating
capaclity” in bdarrels over the past 12 months, and what
percentage that s of normal capacity; etc.



In view of the faet that many refiners do net receive
the Federal Register, we will send copies of any
Request for Information to all known refiners based on
a current maiiing list. In addition, we will anuncunce
the Determination of Need process and Request for

IIIfDImdL.LUI'J L,U b[lh:l_L_L .[_uLJ.:n:J. L,J_c.tu'.': aaauu_.i.ch.;uu.:- cud irn
publicaticns targeted toward the small refiner
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nsult with the Department of Energy. S5BA, and/or the
Department of Defense (DOD) to discern any nationatl
interest or national defense considerations in
accordance with regulatory requirement. (For example,
DOE and SBA may be able to provide current lists of
operating refiners highlighting those considered to be
“minority” or “disadvantaged,” while DOD (in
particular, the Defense Fuel Supply Center) could
probably identify small refiners currently supplying
milirtary installations wilh vital jet [uel, heating
o1l, etc.)
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3, Issue a written report of findings and propesed course

of action to the Director, MMS. The Director will
consur or disapprove the proposed course of action on
behalf of the Secretary.

.mplemented, this proposal would make the process ‘“proactive
and methodical,” versus the somewhat reactive and inconsistent
miat o employed in the past. It would alse create an evidentral
: “u=prant for how a Determination of Need is conducted; the
ri:sults and interpretation of refiner input; and whether the
;:puh_mﬂrt deems it necessary to continue the RIK o1l program or
nol pesed on unbiased, empirical data or other compelling
:nuhlJeLd_;ons——wltn the latter conceivably including political

na-.onal interest facters.

Lu whe corrent RIK contracts will expire in June 1999, the
o nm 2nd Repocrts Division nlans to aonduat a Determi.nation
o7 Need beginning ne later than September 1598.

METHODOLOGY FOR DETERMINING THE RIK ADMINISTRATIVE FEE

Background
ne asscssment of administrative fees 1s & discretlonary, VELsus
statutory, requirement. Specifically, 30 CFR 208.4 reguires that
we recover annual RIK program costs througn the gollecrion oI an
admin:strative fee. The regulation states that first-year Costs



are to be recovered in part by an initial, upfront contract fee
pavable in equal installments during the first two months of the
contract, with remaining costs to be recovered through menthly
variable charges per participating lease., Currently, upcn entry
into the RIK program, each refiner pays $10,000 each month for
the first two months of the first year of the RIK contraci. The
balance of the annual! administrative fee is assessed over the

Lt L A e mlea ad ke e amm b aremom e Dol mmmmirarnt et —
LEa Ly 4y monund OL Lind SOluileidsr yodl. oluooLiguieiis s s o0

are recovered through a monthly administrative fee. The
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annual, recoverable administrative costs by the total number of
8

o
L

lasene nnAar ~ontract

Frior to adepting the Net Receipts Sharing (NRS) methedology in
FY 97, we alloucated only direct costs (RIK staff salaries) and
some overhead (e.g., computer equipment) to the RIK program when
determining the administrative fee cost pool. We based the fee
solely on the “active” RIK lease universe (without any
LOD ideration for level of effort and other costs assgclated with
“inactive” RIK leases), adijusting it whenever leases were
reilngulshed (dropped Irom an acllve COnNTract) or entire
contracts terminated. Since the then prevailing interpretation

was TTull Lecovery” of estimated anniual <osts, this invariably
meant & larger fee when spreading remaining recoverable costs
among & smaller population of active RIK leases. We generally
soula net satisfactorily explain such increases to refiners whose
legce priverses remaited oonstrant or went dow. Their reasonable

fz1r expeoctation was, and remains today, that a dwindling

lease universs shounld resull in lower administrative fees.

arird

Turrently the RIK program’'s cost pool is based on the NRS
merhodology which results in a “fully loaded” allocation of
overall royalty program costs (both direct and indirect costs) to
& given cost center--in this case, KIK. (Under this approach,
total recoverable cosls feor FY 87 were projected to be
£1,209,377, resulilng in an edministretive fee of about J180 p
lease per month--31,20%,372 - 54% active leases as of the star
NRE, the total RIK cost nool

hecause it included additional

o 'DL. - 17 mAarmeke Thes i
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bE’de Hiﬁnlflcaﬂtly larger

-1 ~
\ ; hat only “active
t11l under contract and, therefore, entitled to
=19 ar

e me asgeszsed a mnnf‘h‘lu‘

administrative fee, “Inacrtive leases,” which are Lermlnated
leases no longer under contract ang undergeing final
reconciliation, are not considered when computing the monthly

administrative fee.



overhead costs which, heretofore, had not been part of the
calculation. Applying the NRS method to the RIK administrative
fee calculation process enabled RMP to have one consistent method
for legally recovering costs trom both RiK reriners and »tates
benefitting from mineral preoduction within their borders.

with the departure of the majority of active leases during FY 97 -

-e.g., Sinvlai: terminated 224 leases, with 117 of those being
deactivated effective sales month January 1997--we decided to
"hold fast” with the $183 rate and forego any upward rate

adjustments that, in the past, would have occurred commensurate
with a changing lease universe. We made this decisicn in light
I Royalty Pelicy Committee recommendations to review/improve
various program elements and perceived ineguities with the
current method. (Note: Had we adjusted the fee commensurate
with Sineclair’s relinquishments, the monthly assessment would
have risen to about $335 effective sales month June 1987, or an
83 percent increase over the $183 rate. Again, we viewed such an
increase as untenable given a} growing concern with certain
aspiects of the program by the refining community: and, b) the
realization that the old calculation methodology falled Lo
s-count for the flow of program costs pertinent to “inactive” RIK
ces--0080S which are nui properly includable, per regulas
provision, 1n the administrative fee formula.)

Lea

Discussion

Te more fully understand the logic behind our proposed new
-+ -ilatron methodology (see Scenarlo © discussed later), we
o owre following differing perspactives on thils issue,

T  Fu t R “Agtive”

N This essentially is the historic methed--1.e., total
estimated program costs are alleocated solely among
active RLK leases when calculating administratlve I[ees,
with remaining recoverablsz costs prorated among

ISlALILIY davlive LEadss Wpon temmination cof & leoocooio)
from the program. No consideration is given to
u wen DT T o i m raman~t Tad anAd Fha

Lnacilve MLy 1%a

25
costs/level of effort assignable to those leases.
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M “reoponents Of this perspectilve argue that anything less
thar full recovery of all program costs from the active
.=ase universe violates the regulaticon. Aside from the
precedent of “historical practice” {(i.e., the paradigm
or pattern since program 1nception has peen teo do 1t
this way), the regulation at 30 CFR §208.4 (b} (4) does
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NOT appear to reguire that all costs, including those
attributaple to terminated or inactive leases, be
spread among only active leases.

b1}
v H

N This approach is based on our strong belief that the
regulation does NOT intend that all program costs

should be borne only by active leases and contracts,
In other words, ©cpstg associated with inactive leases

should flow in the direction of that effort, while that
nortion of total costs attributable to active leases
should be the only costs factored into the

administrative fee equation.

N This approach introduces a degree of reascnableness or
equity lacking in the current approach. We bclieve
this position has merit because it does not countermand
the regulation in any way, and would allow for carving
up the cost pool based on the ratic of active Lo
inactlve leases and essessiiy aduluisiialive Fews
accordingly.

Las- several months, we have examined various

- My rTrAant ™o b }1r"\r'4 Fr"\'l" Ji::ﬂl:q';ﬁﬁ RTR
—aatd R LR A = _,

riutrative ‘ees. We have dismissed some of Chese Opnions as
~Arrakia  Admeaunitable. and/or administrativelv burdensome,
crooahvie  inequitable, \
rrorefore, have not included them in thls paper.

ing on simplicity and ease of admipnistration, we narrowead
pT.Cns to 1nclude the below (with Scenario C our racoumendead

ach':
Maintain the FY 1997 5183 Rate - Scenario A
N This option 15 presented for comparative purposes only.

is discussed in the BACKGROUND section above, this
reflects the montnly proration of FY §7 NRS costs of
about $1.2 million among the active lease universe

Sd3y art Lhe ucg;nn;uq of the fiscal year.

Leases

N ni1s 1s 4 continuation of the historic calculation
mathodoloay, weing the fl]l]y loaded NRES cost pool and
prorating that entire cost pool among active leases
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only.

This optieon recsults in a $496 rate per lease p&r month,
or a 171% increase to the $183 rate charged in FY 87.
Active refiners would be billed at a rate nearly 3
times what they experienced in FY 37.

While this option weould be esasy to administer, it fails
to consider thesc notewerthy items: resultant and
dramatically escalating fees could force remaining
refiners out of the program; and all costs continue to

be inappropriately assigned only to active leases for
purposes of administrative fee calculation. This
approach also runs counter to the logical and oft-
stated refiner expectation that fees should go dewn 1n
the context of a diminished lease universe.

P jus - na

This option “carves up” the NR5 cost pool (51,262,029
1 o

for FY 98} on ihe basis of costs attributable to
“active” versus “inactive” RIK leases. Active lease
cusbls arc rocovored from the refiners, with inactaive

lease costs assigned to the benefitting 3tate or an
cffschore account

inlike the historic appreoach, under which the rate per
lease changed when leases were dropped from the
proucar, the rate calculated at the beginning ol tne
ii1scal vear remains 1n place throughout the year. This
1v entirely consistent with the NRS method in which the
amount we assess States goes noL vary as Lhe leaose
profile or other conditions change during the year.

This option makes the following key assumptlons (the

Il - - L .. -
FianEs of whish 10 =

roecratamont of tha carnnAd
“perspective” discussed earlier):

- Since the regulation at 30 CFR 208 reguires
administrative fee assessment cof leases under contract
(i.e, active leases), then only that portion of the
cost pocl attributable to active lease work should be
factored into the administrative fee computation. In
arher words, active leases should not bear the brunt of
the entire cost pool. Direct (i.e., FTE labor) and
indirect costs {(1.e., overhead) should flow to the
leases reguiring those expenditures.

ol



- The fully loaded NRS calculations are a reasonable
representation of annualized RIK costs. The NR3
methodelogy has been approved by senior management as
an acceptable way of assessing states tneilr share ol
program costs. Therefore, it should similarly be
acceptable for purposes of allocating COSTS TO the RIK
prograiu.

The advantages of Lhis option far exceed any real or perceived

oo = — 1o — ik nmn ;b abkl o { 3
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certain onshore States’ annual NRS costs by virtue of the re-
A rerrion of RIK inactive lease costs to the benefitting States.

Renefits of this approach include: ease of administration (one-
time calculation at the beginning of the FY):; rate certainty for
refiners; consistency with the Department-approved NRS method of
allocating costs; greater eguity to the refiner by virtue of only
including costs assignable to active leases; and more faithful
application of coust accounting pranciples by having level of
sffort and other indirect costs flow to the appropriate cost
center--i.e., COSLs attributable to active RIK leases figure into
+he administrative fee calculation, while costs assoclated with

. - - T I <1
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Ao o2 draft version of this Phase 11 report to senlor
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ers who expressed concurrence with the new approach. As a
&

slt, we have implemented the new method effective with the
Secember 1997 RIK billings for sales month October 1997.

‘Note: ULuring the Eligikble Refiner ©i] RIK Pilot (targeted for

—-melaecion 1T December 1998), we will test various aspects of RIK

"ﬁDTrL;ng and accounting. We wall review not only processes, but
‘mers associated with those processes. We may prospectively

fa::@: it into the eguation if the pilot reveals that linal
reconciliations will have a material cost and that the terms of

“he contraci and Lhe regulatioms should, thereforc, be modified
no lnporporate recovery of such costs on an estimated basis over
r= i [P T 1

F s
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11eF AF DAYOR SRELT.TNG ARRANGEMENTS IN MONTHLY RIK INVOICES

Rarkoround

Some of tne refiners participating in the current program have
comphaines that they are frequently billed for royalty oil that
chen gn mnt receive unti)l much later, 1f at all. Some of these
discrepanciles are caused by the delivery process {addressed under
-hne Phase 1 study), while others are caused Dy the billing

10



process,

The problems that <an be traced to the billing process are those
invelving “estimated billings,” or Payer Selling Arrangements
(PSEL). These usually are caused when a lessee does not report
on an active RIK selling arrangement (5A}). When thils happens,
the Auditing and Financial System generates an estimated volume

and value for that 5& based on historical am&unts, oI S0 an

amoun: estimated prior to the contract. The estimated amount 1s
crtered on the bill ac 2 nenrespondent transaction (NR), And 1=

therefore part of the overall billing for that month.

If the lessee later reports on the SA for a month in which an NR
was billed. the NR amount is credited on the next bill and the
actual entitled amount is billed. However, if the lessee does
rnot subsequently report an actual amount for the 3A, the NR is
not reversed until later when a reconciliation shows that 1t was
an erroneous billing. The lessee’s failure to report can be
caused by several things, most notably zero sales not being
properly reported for the month in guestien cr invalid 5A’s that
nave not been end-dated on the Common Reference Database.
Whatever the underlying reason, the refiner that has been billed

dil elliuilewus WR loses the usw of thaot billed amount until the

reconciliation occcurs--sometimes months after the fact.

Digscussion

The prohiems inherent to the PSEL process are many and
langstanding, and were recently underscored in the FY 97
Liternat:ve Management Control Review (AMCR) conducted by the

1ce of onforcemeant.

tor one thing, the PSEL billing ameount 1s an estimated amcount
Cased oo, LLSTorloa!l lease produclioen levels thai are roarvly, of
ever, upoated. As a result, there’s a good chance we would over-
wr underbill a refinsr bassd on & DSEL ostimate—-=-2 condition that
may not be corrected until much later when we perform a final
contract reconciliation,  Also, as documented in the referenced
AMCR, The costs associated with PSEL generation and maintenance,
referernce datakase undate, adminisrrative review and verification
f procusrtion volumes and values, etc., far outweigh any

Deneflls

Alsz, 1ne notion that PSEL estimated billings somehow mitigate

1 he Federsal Government’s exposure or risk of financial loss 1n

“he event a refiner SLops paying his bills, but continues to
receive royalty o1l, 13 a sterile argument glven prevalling Cash
and paper surety reguirements. While the AMCR explores this

i1



csne as well, it’s important to reiterate that the comblnation
of the current 30-day upfront estimatad payment (cash) and the
surety instrmment covering 99 days’ worth of royalty oil provides
the Federal Government with minimum coverage of 120 days (the
timeline from refiner nonpayment tc operator shutdown of the
pipeline) plus a 10 percent contingency factor (9 days) for

greatar-than-normal production levels.

|-»
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Bropogal

We examined three alternatives (two of which were reviewed under
the AMCR}:

1) eliminate the PSEL;

2y slevate the PEEL procese te the lease, versus SR, leveal
and use it only for the estimated payment to compensate tor
distribution delays inherent to the rransition from in-value

(- N S Y WL ¥ P

3) implement a “hybrid” of Opticns 1 and 2 wherein we
maintain the current system feature of automatically
generating a PSEL estimated billing (or NR billing), but do
rot allow this amount to flow to the menthly RIK bill 1f we
car reasonably determine that such action weould result 1n an
euerttiiling to the refiner.

We bei.eve that option 1 1s inappropriate because ﬂllmlnaLlng the
@37 process in its entlrety is Lanfamount To Saying that nothing
cmouid pe milled in the absence of a reported Form MMS-2014 line.
T- suher words, if we adept cpticon 1, we 2sgsume that no report
mzans nolhing was delivered to the refiner and, therefore,
cmckime -2 Awed. Given the “rime value of money,.,” thilis becomes a

risky and indefensible premise.

While Option 2 would be less administratively cumbersome than the
present Sh-based PSEL process, it nevertheless would still
reguire significant effort and resources to implement, 1l.e.,
lease level estimates and the initiation and maintenance of PSEL
=ata orn the Common Reterence Database. Cost-benellit
consigerat.ions do not faveor this approach.

Option %, while perhaps nor an cptimal, long-term sclution, at
lrazt koopn the current system feature of “estimated billing”
Intact and introduces an important “discretionary” aspect to the
SrooonG. Tt would zllow vs to suppress NR billings i1f, based on
a “reascnableness review” of current reporting and billing
antivity. we determine that there's a strong likeliheood of

12



overbilling the refiner. (Examples of actual or potential
overbilling, as a result of an automatic NR billing, include
cases where all royalty volume is reported against one lease on a
unit agreement, with nothing reported against other active RIK
leases witnin the same unit; or a lease has reverted te in-value
reporting, but still reflects as in-kind on the Common Reference
Database.) LIndications of erroneous NR values would be verified
with the reporter prior to issuing RIK bills. 1In cases where
there 1s ne apparent possibility of overbilling, we would allow
The sysLem-generated estimated amount to flow to the monthly RIK

involce.,

The NPR Keinvention Laboratory commissiconed under tne Phase I
ctudy will rest, as one of its key features, the feasibility of
retlners reportlng and paying royalties based on actual royalty
o011 deliveries. I1f successful and implemented, this reporting
change would put RIK reporting and paying timelines in sync with
in-value royalty timeframes, removing concerns over the time
value of money because interest would then be calculated pbased on
sales period instead of RIK invoice due date. In essense, 1t
would el:menate the need for monthly estimaled hlllings--a more
desirable, long term solution.

The practice of billing NR's was suspended in June 1997 in
recogilllion that the practice would be evaluared as a2 part of
thotn tnos study and the AMCR. With transmittal of this paper,
optian 2+ 1= farmally impleamented.
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